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LOCAL GOVERNMENTS AND THE CURRENT RECESSION*

Roy Bahl, Jorge Martinez- Vazquez And David L. Sjoquist
Professors of Economics and Senior Associates

Policy Research Center
College of Business Administration
Georgia State University
Introduction

The question we ask in this paper is whether the budgetary difficulties that cities and other loca

governments are now facing is simply due to the recession, or whether it also reflects a structural proble
such as that which led to the painful fiscal adjustment process experienced during and after the recessio

of the mid-1970s. The answer is important to the formulation of correct policy. If the problem is n
more than the recession, local governments will be back on track with national recovery, as they we
in 1983. If the problem is more deep-seated, then more help will be needed than a general improvement
in the macroeconomy can give. Our conclusion, based on a reading of the available data, is that the
difficult financial position in which local governments currently find themselves is the result of more
than just the recession.
Estimates of Fiscal Condition

Current data on the fiscal activity of individual local governments are available only through 1989.
It will be 1994 before complete estimates can be made of how individual local government budgets were

actually affected by the economic downturn in 1990-1991. NIPA data on the local government sect
are only available through 1988, and a disaggregation of the surplus through 1991 will not likely b

available for two more years.1 Therefore, the only possibility for gaining some idea about how the local
government sector is faring in this recession is to make an estimate. In making this estimate (with NIP
data), we rely on the systematic, historic relationship between the budgetary position of the local government sector and that of the combined state and local government sector. The data series on aggregat
state and local government revenues and expenditures are currently available with a lag of two quarters
The estimates made here are based on the time-series relationship between the annual percentage
change in the ratio of local government expenditures to GNP and the equivalent variable for the combine
state and local government sector. The same methodology is repeated for local government receipts and
state and local government receipts. Ordinary least squares regression results, estimated from annu

data for the period 1959-1988, are reported as equations (1) and (2) in Table 1. In both equations, th

fit is strong and the elasticity is not significantly different from unity, i.e., if the state and local gov
ernment expenditure share of GNP increased, the local government share increased in about the sam
proportion. Approximately the same result is observed for revenues, except that the fit is not as strong

*We wish to thank Loren Williams, Mark Thompson, and James Murphy for their very able assistance, and Mary Beth Walker for helpful advice.
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Using actual values for state and local government revenues and expenditures, and for GNP
predicted revenues and expenditures for the local sector for the 1989-1991 period. The actual
for expenditures and revenues for local governments for 1958-1988 and the forecasted values for

1991 are described in Table 2. The expenditure share of GNP was 8.0 percent in 1988 (and less
the revenue share), but is projected to rise to 8.5 percent by 1991 thereby moving the spendin
of local governments back to the levels of the mid-1970s. Receipts are projected to increase a
more modest rate, from 8.28 to 8.48 percent of GNP over the same period.2
One might criticize this estimation as being too simple, both in terms of not allowing fo

influence of other determinants of local government expenditures and in terms of the estimation te

used. In fact, these results are robust over alternative specification of the estimating equatio
alternative estimation techniques. The dependent variable was specified, alternately, as the actu
of expenditures (revenues) to GNP and in real per capita terms. In another specification, the
ployment rate was included as an explanatory variable. In no case was there a significant effe

TABLE 2

LOCAL GOVERNMENT EXPENDITURES, REVENUES, SURPLUS8
(billions of dollars)
Surplus Net of

Year Expenditures Revenues Surplus Social Insurance Funds

1959 3Õ3 28/7 TóÕ ^20
1960

33.0

31.4

-1.60

-2.20

1961

35.8

34.2

-1.60

-2.20

1962

38.1

37.0

-1.10

-1.80

1963

40.7

39.9

-0.80

-1.50

1964

44.8

43.7

-1.10

-1.90

1965

49.4

47.6

-1.80

-2.70

1966

55.1

52.3

-2.70

-3.60

1967
1968
1969

61.1
69.5
76.3

58.7
66.3
74.3

-2.30
-3.20
-1.90

-4.40

-3.30
-3.10

1970
1971
1972
1973
1974
1975
1976

84.4 85.5 1.10 -0.60
95.3 96.3 1.00 -0.80
104.2 107.6 3.50 1.40
115.2 120.6 5.50 3.30
129.2 131.9 2.70 0.10
147.4 147.4 0.00 -2.80
159.4 163.6 4.20 1.00

1977

170.3

179.9

9.60

6.00

1978 188.0 195.8 7.90 4.10
1979 202.1 208.8 6.70 2.20
1980 222.3 227.5 5.20 -0.20
1981 237.5 246.5 9.00 3.00
1982 250.8 263.0 12.30 5.70
1983 265.9 279.5 13.60 6.40
1984 286.2 298.0 11.80 4.30
1985 308.7 335.0 26.30 13.10
1986 338.6 359.1 20.50 6.20
1987 364.0 377.0 12.90 -3.10
1988 391.2 404.0 12.80 -4.90
1989 421.6 433.5 11.90 -5.00
1990 457.3 461.8 4.50 -10.60
1991 477.7 475.9 -1.80 -13.30

Source: NIP A, Various years.
'Values for 1989-1991 are estimated.
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inclusion of a time trend variable made little difference, nor did an autoregres
expenditure forecast presented above, the results of the various attempts are with
cent) of each other. The results on the revenue side are within $13 billion (2.7
Changes in the fiscal status of local governments also can be indicated by ch
surplus.3 The general surplus or deficit is simply the difference between receipts
excluding borrowed funds) and expenditures, excluding social insurance funds.
2, local governments were in a deficit position in the 1960s, in surplus through
early 1980s, but moved back into deficit after 1985. By comparison with GNP,

the more recent period. The actual deficit was 1.2 percent of total revenues in

only 1 .9 percent of revenues in the 1975 recession year and nil in the 1980 recess
that the current recession will bring a greater deficit than did the earlier recessio
We have estimated the relationship between the local government general surp
and local government general surplus for the 1959-1988 period. The regression

equation (3) of Table 1, and are used to predict the general surplus for 1989-19
much less cyclical swing in the local surplus/deficit position. If the total state
increased by $1 billion during a recovery, then the local sector surplus increa

million.4 Grämlich (1991), has also argued that the rise in the state and local net d
1991 recession is greater than in previous, post- 1955 recessions.
Surveys of Local Government

For some years the National League of Cities has conducted a survey of the financial condition
cities. The latest of these surveys (Pagano, 1991), completed in the spring of 1991, indicated that c

financial condition worsened in 1991:

• The growth in revenues slowed significantly.
• About three-fourths of cities felt that they were less able to meet their financial needs in 1991
than in 1990.

• Nearly all cities (85 percent) reported an increase in taxes or in user charges and fees.
• About one-third of cities froze municipal hiring and about one-third actually reduced the employment rolls. For those cities with populations over 300,000, part time employment was reduced by 15 percent.

Together these statistics paint a picture of fiscal strain. About 70 percent of the city respondents
felt that the economic downturn was one of the reasons for the problem, but there was not consensus
that it was the primary reason. More than 85 percent cited health benefit financing as a main cause of

the financial difficulties.

The survey for 1991, when compared to 1990 and 1989, supports the argument that local government fiscal condition has weakened in the past three years. In 1989, 32.3 percent of the cities responding
to the survey indicated that expenditures would exceed revenues. In 1990 this figure increased to 45.5

percent, and to 60.9 percent in 1991. Likewise, in 1989, 23 percent of the cities had ending budget
balances greater than 5 percent of expenditures. In 1990, this figure was 17 percent, and in 1991 it is
projected to be 4.9 percent.
One important limitation of the NLC survey, however, is that it is restricted to city governments
and then only to the general fund. Furthermore, it does not analyze data but instead asks local government
officials to interpret their own data. Both the strength and weakness of this approach is that it relies on

information provided by local officials. It is they who know best whether this is a good or bad fiscal
year. But local officials are more likely to report a pessimistic view of their situation, especially if they
think their response will be aired to a federal and state government audience.
Local Governments and Recession

In explaining the fiscal condition of local governments in the current recession, we may d
the evidence about how they responded to the national recessions in the mid-1970s and early
This gives some basis for positing their expected response in the 1989-1991 period. This respo

think, is a function of several factors:

• The performance of the economy, i.e., the depth and duration of the recession.
• The kind of assistance the federal government provides to the local government sector.
• The degree to which the local government sector was overextended going into the reces
period.
• The willingness of the voters to accept tax increases.
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An analysis of these factors suggests that local governments do not respond in the same way to al
recessions, and, in particular, the response in 1990-1991 was more like that in 1974-1975 than that
1981.

The 1970s : Recession and Recovery
Prior to 1975, the local government sector had been in a growth mode for some time. Between
1959 and 1975, local government expenditures (NIPA data) increased as a share of GNP from 6. 1 percent

to 9.2 percent. Peterson (1976, p. 36) argued that by 1975 "state and local governments may have
overextended themselves in the provision of public services." Per capita real expenditures and taxes,
public employment levels, public employee compensation and debt outstanding all increased significantly
during this period (see Table 3). When the 1974 recession came, budgets were tightened, but it is likely
there was still a growth mentality underneath the thinking of state and local government fiscal decisionmakers that carried over into the recovery years.
A major feature of local government finance during the 1975-1978 recovery was the substantial
infusion of federal aid. In 1959, local governments financed 28 cents of every dollar of expenditures
from state and federal aid, whereas in 1975 the share was 43 cents and in 1978 it was 46 cents. The
large urban aid programs - which went directly to cities - were an even more important story. For example, federal aid to cities as a percent of total revenues raised from own sources were as high as 70
percent in Cleveland, Buffalo and Detroit in 1978. This explains why local governments remained in a
growth mode during much of the mid to late 1970s. The continuous increase in intergovernmental aid
contributed to the attitude of local officials that external finances would pick up part of any shortfall
due to recession.5
Inflation also contributed to the real growth of the local sector. Price increases were frequently at
a double-digit level during the 1970s, and rather large nominal expenditure increases were commonplace.
State and local revenues were also responsive to inflation, and so the revenue base to finance increased
expenditures was growing (Grey tak and Jump, 1977). The most important point, though, was that the

public and the local officials had become accustomed to double-digit budget increases. This made tax
increases and larger budgets easier to sell. None of this is to say that the effects of the 1974-75 recession
were not severe. It dealt a devastating blow to many state and local governments. The recession lasted
about 5 quarters and the annual unemployment rate reached 9.2 percent in May 1975.
The fiscal restructuring of local governments began after the recession. Real levels of per capita
spending, taxes and debt continued to rise between 1975 and 1978, but the line was held on state and

local government employment levels and employee compensation (Table 3). The real cuts, however,

TABLE 3
THE CHANGING FINANCIAL STRUCTURE
OF LOCAL GOVERNMENTS

Fiscal Year

Real

Per

Capita

Direct

General Expenditures $582 $917 $1,120 $1,141 $1,132 $1,162 $1,469
Real Per Capita Taxes $306 $434 $480 $501 $447 $475 $588
Intergovernmental Aid as a

Percent of Expenditures 27.8 35.5 43.3 45.9 44.1 41.9 33.2

Per Capita Real Debt $874 $1,173 $1,167 $1,109 $1,085 $1,226 $1,604
Employment per 1000 22.80 29.70 34.20 34.93 33.39 33.69 36.31
Population

Average Real Compensation
per Employee

Sources: Governmental Finance (various years).
Public Employment (various years).
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started after 1978 when two important events occurred. Propositions 13 and 2-1/2 sign

unwillingness of voters to go along with further tax increases, and the election of
1980 underlined this. The decline in federal aid to state and local governments bega
The 1980s: Recession and Recovery

The recession of 1981 occurred in the midst of this restructuring and austerity
no illusion that the federal government was going to bail the local sector out. By 1984,

in local government finances seemed to have played out. Local governments actuall
capita taxes in 1984 than in 1978, lower public employment levels, and were less dep
aid. Federal and state aid fell by $126 in real per capita terms between 1978 and 19
and 1984, local governments reduced expenditures as a share of GNP from 9.2 perce
Local governments appeared to have come through the two recessions in the ear
the mid 1980s several studies of local governments, (e.g., U.S. Department of Treas
cluded that the fiscal position of local governments was quite strong. Peterson (1986, p
"Despite the economic and policy shocks they [large cities] had to absorb, city finan
shape at the end of 1982 than at any time in the 1970s, and they were showing a st
improvement."
The 1990s: Recession and Recovery

Some considerations would cause us to expect that local governments would fac

justment to the 1991 recession than to the recession of the 1970s. First, voters have sh

to accept tax increases in the pre-recession period (see Table 3). Second, the recessi
severe as that in 1975. The current recession lasted four quarters (assuming that it
quarter of 1991) and the unemployment rate reached only 7.0 percent in June, 1990

Other considerations suggest that locals will have a tougher time of it. The most im

is that local governments appear to have been in a fiscal growth mode since 1984.
Table 3, real per capita expenditures and taxes increased, local government employm
did average real compensation levels. In addition, debt increased substantially, altho
increase is due to public debt for private purposes.6 In this respect, the local govern
appear to have entered the 1991 recession in the same expansion mode as in the

occurred in spite of the fact that there was no expectation on the part of local officia
would increase to offset the revenue loss due to the economic downturn. In fact, the 1

when the local government sector become more self-sufficient. Federal aid as a per
ernment expenditures (NIPA data) decreased from 13.5 percent to 3.7 percent betwe
Despite increasing self-sufficiency, expenditures as a share of GNP have increased f
in 1982 to 8.0 percent in 1988, the latest year of published data. As local governm
recession, they were more apt to believe that they would have to deal with the problem
resources, i.e., to cut expenditures and raise taxes. In this respect, one would expect
to face the substantial adjustment to the present downturn that our and other estimat
Comparison of Recession Responses

Our 1991 forecast of local government expenditures as a share of GNP (equation (1) in Table 1)
is 8.5 percent up from 7.5 percent in 1984. Furthermore, since state and federal aid has decreased, th
share of expenditures financed from own sources is projected to increase. When federal and state ai
are subtracted from expenditures to obtain "own-financed expenditures" (assuming that state and federa
aid as a percent of GNP for 1989-91 remains constant at the 1988 level), the results show a dramat
increase in self-sufficiency. Own-financed expenditures as a share of GNP were 4.1 percent in 1984
and are projected to be 5.3 percent in 1991. 7 The implication is that local governments between 198
and 1991 will have raised own source revenue by a net amount equivalent to 0.8 percent of GNP. Thi
may be compared to exactly the same increase between 1959 and 1975, but to a reduction of 1 percen
of GNP between 1975 and 1984. Our projection of the local government sector deficit is that it will rise
from 1.2 percent of total revenues in 1988 to 2.8 percent in 1991.
Another way to compare the magnitude of the adjustment in the 1970s with that expected in th
current recession is with the use of a model that explains the behavior of local governments. Have local
government fiscal decisions responded in the same way to the economy in the current recession as they
did in the 1970s? To answer this question, a simple structural equation of local government behavio
for the period 1959-1975 has been estimated (see equation (4) in Table 1). The dependent variable
local government expenditures as a share of GNP and the independent variables are federal and sta
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aid as a share of GNP, the unemployment rate lagged one year, and the percentage change in the GNP
deflator for state and local purchases of goods and services. The results show, as expected, that a higher
unemployment rate drives down the amount local governments spend as a share of GNP, and that the
level of federal and state aid stimulates total spending.

This equation was used to forecast expenditures as a share of GNP for the period 1985-1991. If
local governments behaved more conservatively in the late 1980s, then we should observe lower expenditures than those predicted from an equation based on data for the period 1959-75. However, for
1990 and 1991 local government expenditures as forecasted from equation (1) in Table 1 exceeded the
values predicted from the behavioral equation (equation (4) in Table 1). This result leads to the conclusion that local governments are responding to the underlying conditions in much the same way as
they did in the 1959-75 period. If anything, we might argue that their budget decisions were more
expansionary in the mid to late 1980s.
We repeated this experiment using alternate time periods, 1959-71 and 1959-84 for the estimation.
In both cases the empirical results are even more pronounced in that the forecasts for 1985-91 are lower.
Excluding the inflation rate and using real expenditures rather than expenditures as a share of GNP as
the dependent variable, further lowers the forecasted values. Finally, we estimated equation (4) for the
entire period, and included a dummy variable to distinguish the 1985-91 period. The coefficient on the
dummy was positive but insignificant, suggesting that there was no structural change in behavior for

the 1985-91 period.

Conclusions

The evidence presented here suggests that local governments are in the same financial position t
led to the painful adjustment that was forced on them during and after the 1973-1975 recession. In
1970s, and in the current period, local governments came to the recession after a period of fisc
pansion - some would say overexpansion. But there are important differences in the setting of the r
sion of the 1970s and the current recession. In the earlier recession, increased federal aid during
early recovery years delayed and softened the adjustment, and the tax revolt of the late 1970s lim
the ability of local governments to increase taxes even though the economy was growing again. I
current period, there seems to be more of a willingness to accept tax increases, but there is less pro
for federal assistance to support local services. This suggests a different but still painful adjustm
period more immediately after the recession ends.
Are local governments more conservative in their fiscal decisions than they were in the 1970s?
statistical analysis shows that spending levels are no different now than what one would predict if
litical attitudes toward budget expansion were the same as in the 1970s.
Endnotes

'The latest available disaggregation of the state versus the local governments is for 1988, reported
in Peters (1989).
2Both the revenue and the expenditure series included the social insurance funds.
3There are many difficulties with using the government surplus to measure the fiscal conditions o
local governments. For a discussion of these problems see Bahl (1984).
4In 1988, total revenues of state governments were $442 billion and that of local governments were
$404 billion.

5For a discussion of the impact of the 1975 recession on state and local governments, see Bahl,
Jump, and Schroeder (1978).

6 Government Finances first identified public debt for private purposes in 1987-88, and thus it is
not possible to isolate the effect of this component on the growth of debt outstanding. In 1988-89, 25.6
percent of total debt outstanding was for private purpose, essentially unchanged from 1987-88.
7Since state and federal aid as a share of GNP has been declining, the estimate for 1991 probably
understates the share "own-financed expenditure" of GNP. Our estimate of the aid share for 1991 ex-

ceeds the value for 1975.
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